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Foreword 


HE joint session of credit executives and 

certified public accountants held at the 
Hotel Biltmore, New York City, on December 
11, 1933, when the members of the New York 
Credit Men’s Association were the guests of The 
New York State Society of Certified Public 
Accountants, produced so many interesting ques- 
tions and answers by members of both organiza- 
tions that it was decided to publish a major 
portion of the proceedings. Problems related to 
the daily business activities of credit executives 
and certified public accountants were discussed 
through the presentation of questions asked by 
members of both organizations and by having 
representatives of each group answer the ques- 
tions of the other. 


The program was directed by The New York 
State Society’s Committee on Cooperation with 
Bankers and Other Credit Grantors, of which 
Patrick W. R. Glover is chairman, and by a simi- 
lar group of the New York Credit Men’s Asso- 
ciation led by P. M. Haight, president of the 
Association. 
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Joint Session of Credit Executives 
and Certified Public Accountants 


Questions on Subjects of Mutual Interest Asked by Mem- 
bers of Both Groups and Answered by Representatives of 
Each Organization at the Joint Meeting of the New York 
Credit Men’s Association and The New York State Society 
of Certified Public Accountants, held December 11, 1933. 


Questions Submitted by Certified Public Accountants Which 
Were Answered by Credit Executives. 


Answered by SAMUEL BERTCHER 


QurEstTion: To what extent are the credit men requiring 
budgets as well as financial statements when extending credits ? 

ANSWER: Credit men are requiring financial statements in 
all instances where credit is being extended. Sometimes they ob- 
tain them direct from the customer, and sometimes they obtain 
them through the medium of a commercial agency, but in any 
event, they require the financial statement as a basis for extending 
credit. 

The practice of requiring budgets is a growing practice. It is 
often requested from concerns starting in business, and from con- 
cerns who have exhibited disproportionate operations, or a weak- 
ened condition, in order to determine whether the management has 
corrected its errors and is planning its operations along more sound 
lines. After the budget has been received in both the case of the 
new concern, where it is most desirable to ascertain what plans 
the management has in mind, and from the other type of concern 
just discussed, a trial balance may be requested two or three 
months hence to ascertain again whether the operations are pro- 
ceeding in line with the budget. 

Intelligent management of finances, that is, better budgeting, 
constitutes one of the major factors in business planning. Hap- - 
hazard functioning of a business has been responsible for many 
unnecessary losses. Proper control of each function is necessary 
if the owners expect to remain in business and to make profits. 
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The most successful men are those who plan and organize their 
operations intelligently, giving due consideration to all the factors 
affecting them. Today, we find that those concerns which are 
scientifically organized and intelligently conducted are succeed- 
ing; the others are failing. We find also that planning is the 
first step in minimizing the hazards of a business and budgets in 
the final analysis are nothing more or less than a plan against 
which the management can check its operations. 

The successful management of a business is not accidental. 
It is usually the result of definite knowledge of the requirements 
of a business, coupled with sound planning and close application. 


Question: Where an accountant is engaged on a continuous 
detailed audit of a client’s books, making weekly visits, checking 
all orders against shipments, is it necessary to verify the accounts 
receivable by direct communication in submitting a statement for 
credit purposes only? 

Answer: The answer is “yes” for several reasons. In the 
first place, we should like to see verification by communication 
with customers established as a general practice, to avoid excep- 
tions. Our experience has been that the exceptions have proved 
to be the most troublesome cases. We had a situation recently 
where a certified public accountant was retained who made 
monthly audits and kept in touch with his client during the month. 
No verification was made of the accounts receivable in the finan- 
cial statement which was submitted for credit purposes. Within 
several months after that statement had been submitted, the con- 
cern failed. 

Examination of the books indicated that the accounts receiv- 
able which amounted to some thirty-odd thousand dollars as of 
the statement date, had been overstated by approximately $15,000. 
Fictitious charges, bad debts and overstatement of individual items 
were included in the accounts receivable. A written communica- 
tion with the customers would have disclosed the worthlessness of 
these $15,000 of accounts receivable and they would have been 
excluded from the financial statement. Instances similar to this 
one are too numerous to relate. 
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It is quite an ordinary experience, when a concern has become 
defunct, to find that the accounts receivable item did not cor- 
rectly set forth the actual amount owing to the firm as of the 
date of the statement and it is therefore extremely important that 
this item, which next to cash and marketable securities represents 
the most liquid item in the financial statement, should be verified 
to preclude any possibility of irregularities. 

Very often, a salesman sends in orders which are not legiti- 
mate orders. The goods are shipped and the accountant can 
check the orders against the receipts. Upon communication with 
the debtor, the accountant will find that he did not order the 
amount of merchandise which has been shipped and does not in- 
tend to pay for it. 

Occasionally, merchants engage in promotions of one kind or 
another, and without receiving orders, ship merchandise to a great 
many retaiiers throughout the country in the hope that some 
amount of merchandise will stick. The recipient of the mer- 
chandise has no obligation to pay. Sometimes, he keeps the 
merchandise for a short while to determine whether he can sell 
it and if he cannot, he returns it. 

A written communication, verifying the accounts receivable, 
would elicit from the retailer whether or not the amount which 
appears to be owing from him is the proper obligation on his part. 

Every once in a while, we run across a case of defalcation on 
the part of a bookkeeper, which is so skilfully manipulated that 
it gets by the accountant. We had a case sometime ago where 
an accountant was employed who made no verifications of the 
accounts receivable. When the concern got into difficulties, a 
certified public accountant made an examination and discovered 
that over a period of many years, the bookkeeper had been mis- 
appropriating monies received in payment of accounts receivable 
due his firm. A confession on the part of the bookkeeper was 
made when the certified public accountant proceeded to com- 
municate with customers to verify balances. It was subsequently 
found that the bookkeeper had misappropriated $23,000. Come 
munication by the accountant with debtors to verify the accounts 
receivable would have disclosed this condition in its early stages 
and would have saved his client a substantial amount of money, be- 
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sides putting a feather in his cap for having discovered the em- 
bezzlement. 

For all these reasons—for the assurance on the part of his 
client that the amount outstanding represents good and collectible 
accounts; for the protection of the accountant’s reputation; and 
in order that those extending credit might have a concrete figure 
on which they can rely in estimating the condition of the risk 
before them, we believe that the accounts receivable should be 
verified by direct communication when submitting statements for 
credit purposes. 

This, of course, is subject to the authorization of the client. 
The accountant, however, owes it to himself and to the public, 
to do a little missionary work in this regard and should, in as 
diplomatic a way as possible, endeavor to overcome resistance, if 
there is any, on the part of his client to the practice of verifica- 
tion of accounts receivable by direct communication. In this en- 
deavor he can certainly count upon cooperation from the credit 
men, 


Question: A and B are brothers and each is the sole pro- 
prietor of a fairly prosperous dress house capitalized at about 
$150,000. Both are in their early fifties; they have been in the 
business since they left school; both have a fine reputation in the 
trade. In fact, they are practically alike, except in two important 
characteristics. 

A has been getting a monthly audit and report from our office 
for the past fifteen years at $50 a month. B has never had a 
professional auditor in his office. A would not make a business 
move without the advice of our office; B consults his family. 

A does not employ members of his family; B has several 
members of his wife’s family working for him and his sister-in- 
law keeps his books and prepares his statements for credit pur- 
poses. 

We have been trying to get B’s business and have nearly con- 
vinced him that he would perhaps stay in business longer if he 
had professional accountants to prepare monthly statements for 
him. He says that we are first-class accountants, which we “mod- 
estly admit” ourselves But he says that A has much more trouble 
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with his credit statements, and, in fact, all his business friends 
who have professional accountants have more trouble than he has 
with those prepared by his sister-in-law bookkeeper. 

I know the argument sounds “fishy”; can you suggest an ef- 
fective answer? 

Answer: ‘The situation here presented appears to be an iso- 
lated type of case, which does not square with the facts as we 
know them generally to be. Our experience is that those con- 
cerns employing certified public accountants have less trouble 
with their financial statements than those who do not employ 
certified public accountants and that more consideration is given 
to the concerns employing certified public accountants than those 
who do not employ them. As a matter of fact, we cannot see 
how, under existing conditions, credit men with commercial 
houses and banks can extend any substantial line of credit to a 
concern which does not employ a certified public accountant. 

It is possible that this isolated condition as stated in the ques- 
tion, prevails with B. He may have a list of peculiar suppliers 
who are content, as a result of their experience with him, to ex- 
tend him his necessary requirements in the matter of credit; he 
may have relatives in his employ who are not a drain upon his 
business; but this is an unusual situation which could not be re- 
garded as a reasonable basis, in the consideration of the employ- 
ment of a certified public accountant. 

Now the questioner really wants to find out how he can make 
B his client. The answer is simple. With all due deference to 
the accountant asking this question, I believe that the reason he 
has not yet been retained to audit B’s books, is that he has used 
the wrong approach to B in trying to sell him. Instead of nearly 
convincing B that he may perhaps stay longer in business if he 
had a professional accountant, the accountant should approach B 
on the basis of his usefulness to him if he were permitted to audit 
his books. The natural reaction in B’s mind to the accountant’s 


approach along the lines that he may be enabled to stay longer in ~ 


business when having a public accountant is that he managed to 
get along until now without a certified public accountant and that 
he will be able to continue getting along without him in the future. 
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My suggestion is that the accountant should approach B on the 
basis that if he were retained, he could do certain things for B 
such as: 


(1) Giving him a daily record of his income from sales and 
the cost of sales, and making that record cumulative so 
that the prospective client could visualize the possibility 
of knowing from day to day exactly how he is doing. 


(2) He might indicate to his prospect that without his know- ) 
ledge, there may be a leakage in the inventory and that 
through a system which he would introduce, that possi- 
bility of leakage would be obviated. 


(3) The accountant of today and of tomorrow will, of ne- 
* cessity, be obliged to become an economist, studying cur- 
rent trends and forecasting future possibilities. These 

studies and experience will enable him to guide his cli- it 

ents in their plans for purchasing and selling and this 

will be a very definite attraction to the ordinary mer- 

chant in retaining an accountant. 

The accountant who has asked this question should there- 

fore indicate to B how by advising him with respect to 

economic trends, he can help him avoid the accumulation 


of unnecessarily large inventories and can advise him M 
as to his planning the conduct of his business. This sug- m 
gestion will create a vision in his prospect’s mind of “i 


having a specialist at his elbow on whom he can rely 
in making decisions with respect to the future planning 


of his business and this is something which his sister- at 
in-law bookkeeper cannot do for him. co 
I am convinced that if the accountant will approach the an 
prospective client along the lines suggested in a positive, 
attractive fashion, he will make his point and gain the 
client. A study of the question propounded indicates Cr 
that B appears to be an excellent prospect. bu 
pu 
any 
Answered by H. P. READER 
Question: How far do the credit men expect the accountants me. 
to go in connection with classification of merchandise as between be 
current and non-current stock; as to the basis of pricing and the but 
relation thereof to prevailing selling prices? ope 
ANSWER: Credit men expect the accountant to check the pur- you 
chase invoices with the merchandise in the inventory to ascertain best 
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the length of time the merchandise has been in stock, whether 
that is a reasonable length of time, whether the merchandise may 
have deteriorated on account of age or of style of merchandise; 
whether it is out of vogue. 

Obviously, a complete checking of all merchandise against 
invoices would be too expensive to be practical. However, the 
accountant should make all necessary test checks to convince him- 
self of the sound value of the merchandise on the basis of the 
price as compared to current selling prices, and should physically 
inspect the inventory as thoroughly as possible, noting its general 
condition. He should also make a reasonably accurate check as 
to quantity of merchandise. 

Inventory should be segregated as to amount on hand, amount 
in transit and amount in storage at sources of supply or elsewhere. 


Answered by JoHN L. REDMOND 


QuEsTIon: What is the attitude of the New York Credit 
Men’s Association towards the growing practice of some of its 
members in suggesting to firms the engagement of accountants 
who are “specialists” in their (the clients) industry? 

ANSWER: The New York Credit Men’s Association has no 
attitude on the subject. Contrary to the impression of some ac- 
countants, there exists no white list and no black list of account- 
ants. 

In regard to the practice of the members of the New York 
Credit Men’s Association, each member must speak for himself, 
but in general, I would say that the attitude toward the certified 
public accountant is the same as that taken toward a member of 
any other profession. 

If a member of our family has a cold in the head or the 
measles, we are liable to call in any general practitioner who may 
be available if we cannot immediately locate the family doctor, 
but if a case of acute appendicitis or one requiring a kidney- 
operation presents itself, we would not dream of employing a 
young doctor just out of medical school, but we would seek the 
best available specialist on the subject. 
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If we have to collect an ordinary account about which there 
is no dispute, any member of the bar is competent to handle the 
case, but if we have a complicated case involving admiralty law 
or perhaps a patent litigation we seek a lawyer who is most 
expert in this particular field. 

Thus in dealing with accountants, we are glad to accept the 
report of any certified public accountant in good standing, but in 
cases involving special investigations in a trade having its own 
peculiarities we naturally seek out the accountant who has had 
experience and training in the particular field in which we are 
seeking the information. 


Question: What would be the reaction and attitude of the 
average member of your association if a certified public accountant 
were to refer to his client credit inquiries, made to him direct, 
before he replied, notwithstanding that the client might have 
signed a blank that contained in rather obscure type the instruc- 
tion that the certified public accountant is to answer such in- 
quiries? 

ANswER: In this question the language would infer that the 
inquirer has some particular statement form in mind, and as I do 
not have this form before me I cannot answer it specifically. How- 
ever, as a general thing, the question as to whether or not an 
inquiry for verification should be answered by the accountant is 
a matter of his own conscience. 

If the authorization is printed in such a manner as to indi- 
cate that it was meant to be overlooked then by all means the 
accountant should communicate with his client before giving out 
the requested information. On the other hand, where such an 
authorization is customary, as in the textile field, there should 
be no hesitancy on the part of the accountant in answering any 
proper and pertinent inquiries by the credit grantor. 


Answered by JosEPH RUBANOW 
Question: Credit men stress the separation of accounts due 
from officers, directors, stockholders, and employees. Is this es- 
sential in connection with current accounts for merchandise, ser- 
vice, rentals of houses, etc.? 
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ANSWER: We certainly do stress the separation of accounts 
due from officers, directors, stockholders or employees. We wish 
to know with regard to each such account the amount, the value, 
and how it arose. The mingling of these receivables with trade 
accounts is misleading. Such treatment would not disclose salary 
overdrafts, sometimes large, or advances to officers. Where 
merged with trade accounts, unbusinesslike loans, advances and 
withdrawals may be hidden. Creditors should be informed of 
such unwholesome practices—which may overtax if not impair 
the working capital—so that they may have opportunities to pro- 
tect themselves. In many instances where such unbusinesslike 
methods are brought to the attention of the management remedial 
steps are taken in good time. 

Likewise it is essential that accounts due from trade creditors 
be separately stated in the balance sheet. Business men who trans- 
act substantially all of their business on credit terms regard their 
trade accounts receivable as a primary, and often a principal, 
source for obtaining funds. This item in the balance sheet may 
be an important factor in determining the liquidity of the condi- 
tion. The trade accounts receivable item, separately stated, en- 
ables the analyst to judge whether the reserves set up by the 
concern for bad and doubtful accounts, discounts, returns, and 
allowances are sufficient. Moreover it makes possible the com- 
paring of this item with the sales and with the merchandise ac- 
count in order to make a comparative study of the trend of sales 
and of the current ratio, and to test the quality of the accounts. 
Such analysis may draw attention to an excessive amount which 
may include non-trade accounts and frozen or uncollectible items. 
On the other hand it may indicate a subnormal amount which 
may lead to the disclosure of financing and business activities 
that will bear investigation. 

Under all circumstances there must be a clear and definite 
item in the balance sheet—separately stated—representing the 
collectible trade accounts of current origin. There should be 
eliminated any possibility of misunderstanding or misrepresenta- 
tion. We are in the throes of a new deal, playing the game with 
our cards on the table. Let accountants and credit men not only 
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encourage straightforward practices but lead the way. We will 
all be happier for it. 


Question: It is the opinion of many credit men that the 
accountant’s report should contain an aging of the accounts re- 
ceivable. On small engagements this is feasible but on large en- 
gagements, aging by the accountant adds too much to the cost. 
In such cases, testing of the company’s aging is about all that is 
practicable. Does this accord with the opinion of the credit man? 

ANSWER: ‘That accounts receivable should be aged is obvious. 
The accounts receivable item is a very important one in the finan- 
cial set-up of any business, large or small. If an incomplete audit 
is made, and that is what we may term it where receivables have 
not been fully aged and tested, how are we to determine the 
soundness of the financial statement submitted to us by an appli- 
cant for credit. Manifestly, where the accountant’s report does 
not contain an aging of the accounts receivable there is a lack of 
information as to the adequacy of the tests. Too many defaults 
in business have been attributed to the lack of knowledge by the 
owner of his own receivables. Complete aging by the accountant 
helps to safeguard his certification and gives both the client and 
the credit man assurance that these figures have been authenti- 
cated. The importance of the accuracy and completeness of this 
data cannot be overstressed. Its proper analysis not only gives 
the business man useful financial information but it throws con- 
siderable light upon other departments of his business. The bene- 
fits to be obtained from complete aging by the accountant often 
more than justify the additional cost. 

In the spirit of our purpose to arrive at common understand- 
ings in respect to financial reports let us say that credit men are 
opposed to the presentation of incomplete financial data. Finan- 
cial reports should reveal fully the actual condition. This means 
that they should be clear, accurate and complete. Credit men 
urge upon customers the value of such information as guides in 
reviewing and planning their activities. Credit men desire such 
information in order to cooperate constructively with customers 
in the effort to make the most of the opportunities to expand 
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business by the sound use of credit. Steadily we are gaining 
ground towards the cherished hope that the auditor will be per- 
mitted to do his work without undue limitations or interference 
and with the understanding that his engagement will permit him 
to present a complete financial set-up to the best of his ability. 
The credit man is doing his utmost to assist the accountant in 
arriving at this hoped for condition. 


Question: Wherever the customer has closely affiliated or 
subsidiary corporations or firms should the customer’s financial 
statement be accompanied by separate financial statements of such 
affiliated or subsidiary corporations or firms? 


ANSWER: By all means it should. A consolidated statement 
should be submitted together with individual statements for each 
affiliated or subsidiary company. All these statements should be 
as of the same date. Only by analyzing each individual statement 
separately can the analyst form a true judgment as to the condi- 
tion of the situation as a whole. It is clear that although the 
consolidated statement might show a satisfactory condition the 
separate study of the individual statements might disclose inherent 
weaknesses that would materially change the analyst’s opinion. 
After all, the balance sheets merely show the condition as of a 
certain date. ‘The business is in flux, and the analyst is also essen: 
tially interested in the trends and the prospects. Furthermore, in 
dealing with affiliated concerns he is interested in their trading, 
financial and legal relationships. In order, therefore, to have an 
adequate understanding of the picture he must view the affairs 
of each company and its relation to the others. ‘To do this, he 
must have a complete statement of each concern. It is of the 
utmost importance that the analyst should have a thoroughly com- 
plete financial statement including intercompany accounts of that 
member of the affiliated group which is the debtor or which is 
legally charged with the financial responsibility for the transac- 
tion. 

So far as banks are concerned, I refer to the following rule 
which appears in Regulation A issued by the Federal Reserve 
Board: 
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“Whenever the borrower has closely affiliated or subsidiary 
corporations or firms, the borrower's financial statement shall be 
accompanied by separate financial statements of such affiliated 
or subsidiary corporations or firms, unless the statement of the 
borrower clearly indicates that such note is both eligible from 
a legal standpoint and acceptable from a credit standpoint or un- 
less financial statements of such affiliated or subsidiary corpora- 
tions or firms are on file with the Federal Reserve Bank.” 


Answered from the Floor 


Question: Are the credit men familiar with the Classification 
of Accountancy Services of the New York State Society? 

ANSWER: Quite a number of credit executives indicated that 
they had heard of the Society’s Classification of Accountancy Ser- 
vices, but very few indicated that they were entirely familiar 
with it. 
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Questions Submitted by Credit Executives Which Were 
Answered by Certified Public Accountants. 


Answered by WALTER N. DEAN 


Qurstion: The State requires successful applicants for ad- 
mission to the bar to take an oath to support the laws of the 
State. Applicants admitted by the State to practice as certified 
public accountants are not, we understand, required to take a 
similar oath. The accountant in his field is just as important to 
business, perhaps more so, than the lawyer. If a lawyer com- 
mits an indiscretion he is subject to disbarment. Why should 
not the certified public accountant who is unethical in his prac- 
tice be subject to the same penalty? 

Answer: Before attempting to answer the first part of this 
question, I would like to ask if there is any evidence showing that 
the oath taken by lawyers makes them any more ethical than they 
would be without it. Is the percentage of unethical certified 
public accountants who are not required to take an oath any 
greater than the percentage of unethical lawyers who are re- 
quired to take such oath? I have no information on the subject 
but I doubt that a requirement to take an oath to support the 
laws of the State would have any noticeable effect. 

As to the second part of the question, why should not the cer- 
tified public accountant who is unethical in his practice be subject 
to disbarment? I would say that the certified public accountant 
is subject to the penalty of disbarment for misconduct. Section 
1495 (a) of the law provides that the Committee on Grievances 
shall have jurisdiction to hear charges against certified public 
accountants for any fraud, deceit or gross negligence in the 
public practice of accountancy, and the Regents may revoke 
and annul his certificate as a certified public accountant, or sus- 
pend him from practice as a certified public accountant, or repri- 
mand him if he shall have been found guilty of any such fraud, 
deceit or gross negligence. There is, of course, a difference ih 
the procedure for the disbarment of a lawyer and the revocation 
of the certificate of a certified public accountant. Our Committee 
on Grievances is purely a judicial body to hear cases referred to 
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it by the Commissioner of Education, with whom the complainant 
must file charges in the first instance. 

I have assumed that by the words, “unethical in his practice”, 
the inquirer had in mind false statements. However, if he had 
in mind violations of the Society’s code of ethics other than fraud, 
deceit or gross negligence, I can only refer him to a member 
of the Committee on Ethics. 


Answered by A. S. FEDDE 


Question: Should a certain portion of the inventory be con- 
sidered a fixed asset and eliminated from the current assets on 
the financial statement? or example, if a firm requires a 
$100,000 inventory on hand at all times to keep operating 
smoothly, is not that $100,000 a fixed asset? 

ANSWER: In the sense that a concern is always in possession 
of a certain amount of current assets,—inventories, accounts re- 
ceivable, and cash, the minimum amount of such working assets 
can be considered as fixed in the business but not in the sense 
of the definition applied to fixed assets, which denotes intent to 
continue use and possession. That is to say, at no time, unless 
the concern is being wound up, does it cease to have an amount of 
merchandise inventory on hand. 

The questioner may have had in mind inventories which re- 
quire aging, or such items as containers. Inventories requiring 
aging are generally understood by any one having dealings with 
the trade, and in a detailed balance sheet would be properly classi- 
fied. Containers should be stated as such under the caption of 
“fixed assets.” 


Question: Where merchandise has been received and not 
included in inventory and corresponding “accounts payable” for 
this liability, should not the accountant make a foot-note to that 
effect ? 

ANSWER: A foot-note to the effect that certain merchandise 
has been received and is not included in the inventory and in 
the corresponding accounts payable is the least that an accountant 
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can do. It must be understood that sometimes the accountant 
may have very little to say as to what entries shall be placed on 
the books, and his exceptions may have to take the form of re- 
marks qualifying the statement, or foot-notes on the statement 
itself. 

In some instances there may have been excluded goods which 
have been purchased for use in the succeeding season and for 
which the liability carries a forward dating. The best practice is 
to include such goods as a separate item in the inventory properly 
designated and to include the liabilities—designated with the dat- 
ing if it is of any importance to the concern—but in the absence 
of such inclusion the facts should be stated in a foot-note to the 
balance sheet. 


Answered by ARTHUR B. Foye 


Question: There occasionally appears in a certificate of 
audit remarks to the effect that the management of the concern 
believes that a certain amount of past-due receivables is collect- 
ible, or that the reserve for bad debts is justified. On the other 
hand, the balance sheet with reference to the accounts receivable 
item is an independent appraisal by the certified public accountant 
showing the probable amount to be collected. Does the appear- 
ance of the above remarks weaken the appraisal ability of the cer- 
tified public accountant? 

ANSWER: ‘The specific answer to the question is “no,” but 
such an answer is unsatisfactory. The accountant ordinarily re- 
views the notes and accounts receivable as to collectibility and 
based thereon and on the past experience of the client as to losses 
forms a judgment as to the adequacy of the reserve for doubtful 
notes and accounts. If the facts warrant an opinion that the 
reserve is adequate, the accountant may either omit reference to 
the reserve in his certificate, thus approving it by implication, or 
he may expressly state his opinion of the adequacy of the reserve. 
If the reserve is, in his opinion, inadequate, he ordinarily qualifies . 
his certificate as subject to the collectibility of the accounts or 
the adequacy of the reserve. Cases exist, however, where it is 
difficult, if not impossible, for the accountant to judge the ade- 
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quacy of the reserve, and it is probably in such cases that refer- 
ence is made in the accountant’s certificate to the opinion of the 
management as to the adequacy of the reserve. In such cases, 
the natural reaction of a credit man would be that the situation 
surrounding the notes and accounts receivable should receive at- 
tention and additional information sought. There should be no 
cases where the accountant uses this statement to gloss over a 
bad condition in the accounts or reserve. 


Question: Should a certified public accountant ever prepare 
a balance sheet without verifying the accounts receivable, cash, 
and liabilities? 

Answer: An accountant’s certificate attached to a balance 
sheet and qualified as to cash, accounts receivable, and liabilities 
would be of little or no value to a credit grantor. 

However, there are cases where it is not improper to prepare 
statements from books without audit or verification, providing it 
is clearly so stated. A credit grantor may request a quick, pre- 
liminary picture of the business taken from the books—as that 
showing might be such as to make further consideration of credit 
impossible. Or the credit grantor may seek interim statements 
with the knowledge that they are unaudited. 

From the accountant’s viewpoint, it is, of course, preferable 
to make an examination of the books and accounts. Preparation 
of statements from books or records without audit is not par- 
ticularly desirable work. Some firms limit it to cases where it is 
incidental to audit service, where it is for internal purposes, or 
where it is a proper accommodation to an old client whose affairs 
are well known. In such cases the conditions under which such 
statements are prepared should be clearly stated. 


QueEstTion: Define deposit accounts in a balance sheet, if 
paid during four months’ period before bankruptcy; do they con- 
stitute a preference? 

ANSWER: Deposit accounts—as accounts payable—represent 
deposits made in ordinary course of business, such as deposits 
with department stores by customers, deposits with public utility 
companies for service connections, or deposits by employees for 
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keys, etc., or specia! deposits—sometimes made by officers, em- 
ployees, or stockholders. The former present no difficulties. The 
latter occur in closely held companies where the officers, em- 
ployees, or stockholders feel their money will be under their own 
eyes and will bring a fair return. Such accounts should be shown 
separately as deposits or amounts due officers, employees, or stock- 
holders. 

The question of voidable preferences is a legal one. A per- 
son is deemed to have given a preference if being insolvent he has 
within four months before the filing of the petition made a trans- 
fer of any of his property to enable any one of his creditors to 
obtain a greater percentage of his debt than any other of such 
creditors of the same class. 


The payment of a deposit account to an officer, employee, or 
stockholder, while insolvent and within four months of the peti- 
tion, should be a voidable preference. 


Answered by Dr. JosePH J. KLEIN 


QueEsTion: What is the responsibility of the certified public 
accountant as to the following: 
(a) To the client in the way of giving information regard- 


ing such client’s affairs, either voluntarily or without the 
proper authorization ; 


(b) To the general creditors of a client; 


(c) To the general creditors of a client whose affairs are in 
delicate condition? 


ANswER: For the purpose of making a proper response to 
this question, and indeed to the following two questions as well, 
one must bear in mind that portion of the professional Code of 
Ethics which is embodied in Article XVIII, Paragraph 3A, Rule 
2A, of the By-Laws of The New York State Society of Certified 
Public Accountants. That rule reads as follows: 

“All information concerning his client’s financial affairs which 
a member has acquired shall be considered confidential and, 
subject to law, no member shall, directly or indirectly, furnish 


a third party with any information with respect thereto without 
the consent of his client.” 
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(a) The certified public accountant is expected to regard as 
confidential and inviolate all information regarding his client’s 
affairs and no information with respect thereto may be given to 
a third person, either voluntarily or without proper authorization 
from the client. 

(b) My reply to the first sub-division of this question is suf- 
ficiently general to dispose of the second part of the question. 
None of the information which I have described as confidential 
and inviolate may be imparted to the general creditors of a client 
unless proper authorization from the client has previously been 
received. 

(c) And if the client’s affairs are in what the framer of the 
question referred to as “a delicate condition”, the duty of re- 
garding the affairs of the client as confidential and inviolate neces- 
sarily and properly remains unchanged. 

We, as professional accountants, can understand the attitude 
of a credit man who seeks information regarding the credit-seek- 
er’s affairs,—the affairs of the certified public accountant’s clients. 
Unless the credit man has arranged with the credit-seeker client 
for authorization on the part of the certified public accountant, 
either voluntarily and continuously to furnish the credit grantor 
with information regarding the client, or to respond to questions 
of the credit grantor, the credit man has himself to blame for 
“being left in the dark”, as one member of the credit fraternity 
has expressed it. If the credit grantor cannot create a relationship 
whereby the information which he deems necessary. and desirable 
can properly be supplied to him by the certified public accountant, 
no certified public accountant may, with propriety, be the medium 
through which the credit man may obtain the information which 
he desires. 


Question: What should the credit fraternity expect from 
the certified public accountant under the following circumstances : 


(a) Subsequent to the date of issuance of a certified statement 
the certified public accountant discovers a material differ- 
ence in the net worth; 

(b) Where subsequent to the issuance of a statement, the 
certified public accountant receives information that the 
client’s affairs have become involved? 
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ANSWER: In the By-Law rule, which I have already quoted, 
is found the basis for the answer to this question. 

(a) To make more concrete the first part of the second ques- 
tion, suppose, a month or two after the certificate has been issued, 
the accountant discovers that, through error on his part and/or 
through rascality on the part of the client, the issued balance sheet 
or operating statement is misleading and/or false. It may safely 
be assumed that what the questioner has in mind is a substantial 
and material overstatement, rather than an understatement, in 
net worth. 

If the misstatement is due to an error on the part of the ac- 
countant, he should bring the error immediately to the attention 
of the client and insist on the transmission of correct information 
to all who received the certificate. I should like to have this phase 
of the problem discussed by others on this platform and in the 
audience. 

If the error in question resulted from cupidity on the part of 
the client, then the accountant is probably dealing with a “crook”. 
Under such circumstances, the “error” should be brought to the 
attention of the client and the client should be given “thirty sec- 
onds” in which to agree to bring the state of affairs to the atten- 
tion of those to whom the accountant’s certificate was given. If 
the client refuses to comply with the request, it seems to me that 
the accountant should not hesitate forthwith to bring the matter 
to the attention of those who received his certificate. 

In both of the situations discussed it might be well for the 
accountant first to prepare a revised statement and then to use 
such revised statement as a basis for discussion with his client. 


(b) Where, after the issuance of the accountant’s certificate, 
the client’s affairs become involved, it is the duty and the privi- 
lege of the accountant who becomes aware of the condition to 
suggest to the client that honest and experienced counsel be con- 
sulted and that creditors be called into consultation. Experienced 
accountants are, I believe, in agreement that the best interests of 
the client are served by such conference and consultation,—the 
sooner the better. If, however, the client refuses to act on such 
salutory advice, it seems to me that the accountant is helpless in 
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the situation; he cannot volunteer to the credit fraternity or to 

any third party information with respect to his client’s affairs. 
What I have to say with respect to the next question may per- 

haps throw light on the subject matter of the previous question. 


Question: Is it proper for a certified public accountant to 
notify the trade in general if his services have been discontinued 
in the following instances: 

(a) In case he has resigned ; 

(b) In case he has been replaced? 

Answer: The certified public accountant may not volunteer 
information to creditors of his former client that he no longer 
serves such client, regardless of whether the severance of connec- 
tion was voluntary or involuntary. While resignation or replace- 
ment may frequently be perfectly in order and without any special 
significance to the credit grantor, it is nevertheless quite possible 
that the credit fraternity may be deeply interested in a given resig- 
nation or replacement. If the credit fraternity takes the view that 
it is interested, it can very easily, in most instances, arrange to be 
informed. In granting of credit, it may be stipulated that if the 
accountant then serving the client, for any reason whatsoever, 
ceases to serve the client, the accountant is not only authorized to 
notify given creditors, but he is under a duty to convey such 
information to the creditor. The speaker understands that, in at 
least one line of industry, arrangements between the credit grantor 
and the credit seeker are such that the accountant is expressly 
obligated to inform the credit grantor of withdrawal or replace- 
ment, together with reasons for the change. In my own experi- 
ence I know of several instances where credit men might have 
been happier had they evinced a more lively interest in the reason 
for the change of accountants. 

A review of my preceding questions, in the light of my re- 
sponse to this question, leads to the tentative conclusion that the 
credit fraternity might be well served if it became customary, 
under suitable arrangements, for accountants to notify given 
credit grantors of discontinuance of engagement, with reasons 
therefor. Thus, if an accountant withdrew from an engagement 


‘ 


because of a client’s refusal to permit rectification of an erroneous 
statement or because information obtained subsequent to the 
issuance of a statement made it desirable from an ethical point of 
view to notify creditors, retirement of the accountant would be 
the first step in bringing essential information to the credit 
grantor. I realize that the situation is not free from serious con- 
flicts and potentially embarassing complications. Nevertheless, it 
seems to me that the matter should be explored more fully, and 
I invite further discussion, both by credit men and accountants. 


Answered by Simon LoEB 


Question: Should the certified public accountant describe the 
scope of his audit in addition to giving a certificate with regard to 
the correctness of the financial condition and operations? What 
steps have been taken to spread the use of the Society’s Classifica- 
tion of Accountancy Services? 

Answer: There is no categorical reply to this question. 

The New York State Society has suggested a “Tentative Clas- 
sification of Accountancy Services” in an endeavor to establish 
formally the service that may be rendered by the professional ac- 
countant. More specifically, these services have been briefly 
classified, as follows: 

1. Examination of financial condition and detailed audit of 

transactions for a period. Short title—detailed audit. 


2. Examination of financial condition and audit tests of trans- 
actions for a period. Short title—test audit. 


3. Examination of financial condition and review of opera- 
tions. 


4, Examination of financial condition. 
5. Audits of specific accounts. 
6. Other services. 


How many credit men, here assembled, could envisage the 
scope of an audit involved, by the inclusion in a certificate of a 
reference to the particular class of audit performed? Indeed, 
would it be fair to assume that any one reading a report other 
than the client, could be charged with the knowledge of the audit- 
ing program, by any reference to the class of service performed? 
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An experienced practitioner in making arrangements with a 
client is careful to outline in detail the program of audit he intends 
to pursue so that future misunderstandings may be avoided. This 
takes the form of a written proposal by the auditor to the client. 
After a full discussion of the various phases, a definite under- 
standing as to the scope of the work is reached. This is of im- 
mediate and mutual importance to the auditor and his client so 
that, insofar as his client is concerned, any reference in the cer- 
tificate as to the scope of the work covered by the auditor would 
seer. to be superfluous, and hence, in general, not necessary. 
However, the auditor knows too, that others, besides his client, 
may have occasion to study the results of his examination, as em- 
bodied in his report, usually the commercial and the bank credit 
executive who scan the certificate carefully for assurance that in 
addition to an appropriate audit (which is generally assumed to 
have been performed) certain outstanding procedures have been 
followed through. 

A good beginning has been made by credit executives and ac- 
countants in recognizing problems and situations calling for mu- 
tual cooperation and understanding. The credit executive cer- 
tainly is more familiar with accounting nomenclature than he 
was in the not so distant past. The New York State Society in 
issuing the Tentative Classification of Accountancy Services has 
made a distinct contribution to better understanding, not only 
among accountants themselves but by the credit fraternity as 
well. As this better understanding of accountancy terms and 
references gains acceleration, the informed credit executive may 
be in a position to visualize the scope of an audit performed by 
reference in the certificate to the type of an audit performed. Ob- 
viously, no certificate should be burdened with a detailed descrip- 
tion of the numerous procedures (most of them routine) followed 
through in an audit program. On the other hand, it is highly 
desirable to refer to the type of audit conducted, with special 
reference as to limitations and to those procedures which, accord- 
ing to the nature of the undertaking, credit executives customarily 
look for. 

The New York State Society may well be gratified by the 
recognition given to its “Tentative Classification of Accountancy 
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Services” by the New York Credit Men’s Association, which has 
distributed 2,200 copies of the bulletin on this subject to its mem- 
bers, accompanied by the following expression of opinion: 


“Through the courtesy of the New York State Society of 
Certified Public Accountants, we are able to place with members 
of the NEW YORK CREDIT MEN’S ASSOCIATION, the 
Society’s special bulletin on: ‘Tentative Classification of Account- 
ancy Services.’ 

“We feel that a worth-while effort has been made in attempt- 
ing to specify the service that may be had through the profes- 
sional accountant. And, it is important to those of us who ex- 
tend credit on the strength of a certified audit, to appreciate 
that the debtor has arranged for a specific form of audit and 
that said audit has limitations depending upon the classification 
arranged for between the accountant and the concern whose af- 
fairs are being audited.” 


In addition, our Society has distributed approximately 3,300 
copies, as follows: 


Robert Morris Associates 300 
Members of New York State Society.......... 2,017 
State Societies throughout the U. S. ........... 50 
Selected Newspapers throughout the U.S. ...... 50 


Much space has been accorded by the newspapers in dis- 
seminating and explaining the contents of the classification bulletin. 

No doubt the time will come when, by reason of the continued 
activity of our Society, it will be safe to assume that a brief de- 
scription of the type of audit performed will be understood by 
most of those into whose hands reports will come. 


QueEsTion: Concerns have been known to include in the ac- 
counts receivable as of the statement date goods on order for 
future delivery. The merchandise may or may not be completed. 
In the latter case the cost of manufacturing does not appear on 
the statement. This inflates the accounts receivable, profits are 
anticipated, sales are shown at a higher figure and cost and ex- 
penses as stated are omitted. Does the accountant endeavor -to 
discourage this kind of juggling and, could he not make a foot- 
note on the statement that future shipments have been charged 
and give the amount? 
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ANSWER: This question obviously is confined to a procedure 
which may be practiced by a manufacturing concern—thus exclud- 
ing from consideration large operations such as building construc- 
tion and large unit production, in which event the following com- 
ments would have to be modified. 

At the outset, let it be emphatically stated that as a rule, no 
certified public accountant will knowingly lend himself to any 
kind of juggling and will disassociate himself from any attempt 
by his client or others in their desire to distort facts. There are 
always exceptions—there have been cases, of course,—but they 
have been isolated and when formally brought to the attention of 
the proper authorities, appropriate action has been taken. 

It is axiomatic, in accountancy, that profits should never be 
anticipated. Hence, orders on hand for future delivery, whether 
completely manufactured, or not, should not be included in sales 
and receivables—either at cost or selling price. When an order 
for merchandise has been formally placed and formally accepted, 
a contractual relationship exists. Damages may be asked for non- 
performance. More often than not, it is the purchaser who may 
be charged with non-performance through the freely used device 
of cancellation of an order. While the manufacturer has his 
legal redress, he hesitates to enforce same, not only because of 
the disproportionate costs which may be involved but also for fear 
of losing a customer. This alone would seem to constitute a suf- 
ficient reason for not charging out merchandise until actually 
shipped. Other hazards are loss by fire where recovery usually 
would not exceed costs; unforeseen additional costs; insolvency of 
purchaser ; and the like. 

The inclusion as a sale, of merchandise for future delivery, 
in a statement, for the first time, even if bulwarked by a fulsome 
note, should be a warning to the credit grantor, of a weakened con- 
dition. What substantial reason, other than the pressing necessity 
for toning up the financial picture and period operating results 
can be advanced? 

There are two conservative courses which may be followed in 
the treatment of advance orders— 


(a) One involves the theory that the volume of orders is 
fairly constant, and hence, experience repeating itself— 
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transactions are recorded only as and when the merchan- 
dise is shipped. This is the method usually pursued and, 
bearing in mind the element of expectancy, no injustice 
is done to the operating results of the several periods. 


(b) The second course would be to defer all costs and ex- 
penses to the period in which the merchandise is shipped. 
The amounts to be deferred are oftimes difficult to com- 
pute and unless adequate records of costs are kept and 
diligently maintained—the accuracy of the results may 
well be questioned. 

In conclusion, conservative practice discourages charging out 
merchandise on advance order until actually shipped. A situation 
where the purchaser has been billed and has specifically requested 
the manufacturer to hold the merchandise because of his own 
lack of facilities, represents, of course, a special case. There 
may be other cases where the passing of title would require 
similar treatment but discussion of these has been avoided in 
view of their technical legal nature. 

A foot-note as to orders on hand with the status of comple- 
tion, is always permissable on the financial statement and, under 
some circumstances, helpful. 


Answered by Cot. Ropert H. MONTGOMERY 


Question: When a balance sheet is prepared by a certified 
public accountant, has not a credit man the right to assume that 
such balance sheet reflects the true condition of the business, 
unless the accountant has actually been the victim of deception? 

ANSWER: The answer is, “yes.” A credit man, however, 
should make sure that the balance sheet was actually prepared by 
the certified public accountant after an audit, that it contains an 
unqualified certificate signed by the certified public accountant. 
Otherwise it might be a copy of, or a balance sheet taken from, 
a report which contained a number of qualifications or exceptions. 

As to whether or not it “reflects the true condition of the 
business” it must be remembered that the accountant’s certificate 
is an expression of opinion and not a warranty of fact. 
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QvuEsTIon: Credit men do not expect an accountant to dis- 
close information of a confidential nature without the consent of 
his client, but is such an obligation binding when an accountant 
discovers facts heretofore concealed that reflect on a balance sheet 
previously prepared by him? 

Answer: When an accountant discovers facts heretofore 
“concealed” (this is understood to mean with intent) that reflect 
unfavorably on a balance sheet previously prepared by him, he 
should insist that his client recall the incorrect balance sheet and 
submit the corrected one. If the client refuses, and the correction 
would materially alter the balance sheet, the accountant should 
advise anyone whom he knows to be in possession of the incor- 
rect balance sheet that he has withdrawn his certification thereof. 
In an extreme case it might be necessary for the accountant to 
consider the possibility of advertising a disavowal of the incorrect 
balance sheet. 

If the accountant has been intentionally deceived, the profes- 
sional duty of not disclosing confidential information no longer 
exists. The relationship has been broken by the client—not by 
the accountant. 


Question: When a certified public accountant prepares a 
balance sheet which is subsequently incorporated in a statement 
form for the purpose of obtaining credit, does he not assume a 
moral obligation to the grantor of such credit, and should he not 
be in duty bound to bring to the attention of the creditor any dis- 
covery he might make that might change or reflect on the balance 
sheet as submitted? 

ANswER: The question does not make it clear whether in the 
assumed case the certified public accountant or his client has incor- 
porated the figures of the certified balance sheet in the statement 
form referred to. However, the answer already made to the pre- 
ceding question would apply in principle to this question. A prac- 
tical aspect of the situation would be that the certified public 
accountant might not know that the client had filled in the state- 
ment form. 
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Question: Why should the certificate of the accountant be 
carefully considered? 

ANSWER: It may contain qualifications or explanations and 
also indicate limitations in the scope of the audit. A careful con- 
sideration is therefore necessary in every instance. One should 
never assume that a few lines of typewriting followed by a signa- 
ture at the bottom of a balance sheet constitute an unqualified 
certificate. 

It should be understood that an accountant’s “certificate” is 
the expression of his opinion as to the correctness or otherwise 
of the balance sheet or other financial statement to which it is 
appended. Consequently, it should be read with the same care 
with which one should, for example, read the opinion of a lawyer 
on his examination of a real estate title, as such opinion would 
indicate the exceptions, if any, which he would consider it neces- 
sary to make. 


Answered by WARREN W. NIssSLEY 


QvuEsTION: Why is the importance of knowing the financial 
condition of a business at its peak stressed ? 

ANsweER: Accountants stress the importance of the natural 
business year and, consequently, of the financial condition at the 
low point rather than at the peak. This is on the theory that 
the most accurate portrayal of the financial condition and of the 
actual equity of the owners can be made when inventories and 
commitments of all kinds have been liquidated to the minimum 
point. 

Those granting credit, on the other hand, are also concerned 
with the maximum commitments since it is then that the most 
credit is asked and it is during the liquidating period that the 
greatest risks are involved. 

These two requirements can be met by having the fiscal year 
end at the low point and by requiring interim statements as frex 
quently as is desired. Any concern which cannot supply satisfac- 
tory interim statements must know so little about the day by day 
conduct of its business that it is an undesirable credit risk. 
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Question: Where the inventory shown on a financial state- 
ment is a substantial amount and has not been taken by the certified 
public accountant or under his supervision, but was certified to 
by the management of the concern, should the certified public 
accountant certify to the correctness of the statement even though 
the certificate of audit is qualified with respect to this paricular 
item, assuming of course that the other items listed on the state- 
ment have been verified and appraised? 

ANSWER: The short answer to this question is “yes” provid- 
ing the accountant has made the usual accounting investigation 
of the records of the physical inventory which were supplied to 
him and certified to by the management. In fact, it is so unusual 
for the accountant to count and physically examine all of the mate- 
rials and merchandise comprising the inventory that it would be 
improper to assume that he had done so even if the certificate of 
audit contained no reservation as to the inventory. During recent 
years, however, it has not been unusual for the accountant to 
make this reservation on the face of the balance sheet or in his 
certificate. 

The recurrence of questions similar to this one, and the fre- 
quently expressed opinion of professional credit men and others 
that public accountants should be willing to accept a greater re- 
sponsibility for the verification of inventories, appear to warrant 
a fairly lengthy restatement of the accountant’s position. 

Before discussing inventories specifically, it may be well to 
recall that in conducting an examination for the purpose of report- 
ing on the financial condition of a business, the work of a public 
accountant may be divided into these two principal parts: 


(a) Ascertaining the facts as to the assets and liabilities of 
the business, 

(b) Ascertaining that these facts have been properly trans- 
lated into monetary units of measurements and that they 
are set forth by figures in an intelligible manner on the 
balance sheet. 


Accountants are willing to accept full responsibility for ascer- 
taining that an assumed set of inventory facts have been properly 


expressed in figures on the balance sheet. This accepted responsi- 
bility includes : 

(a) The value of the price basis indicated which is placed on 

one unit of each item in the inventory, 

(b) The calculation of the aggregate value of the entire in- 

ventory. 

But, under existing practice conditions, the public accountant 
is not able in many cases to accept full responsibility that the 
assumed set of inventory facts is correct, i.e., for determining 
that the inventories reported to him by the client are actually in 
existence, or that the grade, style, physical condition, etc., of the 
items reported are correctly described. The difficulty of completely 
verifying these facts in many cases is obvious and would fre- 
quentiy involve far more work on the part of the accountant than 
is entailed when physical inventories are taken by those familiar 
with the merchandise who are willing to assume that the contents 
of a container or a package are correctly described on the outside. 
Many concerns have a large part of their inventories in sealed 
containers which cannot be opened for inspection and measuring 
without damaging the containers at least, and, in many cases, 
the contents also. In addition to the difficulty of getting at the 
merchandise, etc., in the inventory, there are many commodities 
which cannot be easily identified or classified, even by an expert 
in that line, by an ordinary visual inspection only. As examples 
of the latter, we have chemicals, jewelry and similar goods. 

It must be admitted, of course, that these and other physical 
difficulties are not insuperable and that the examples mentioned 
would not apply to many inventories. 

The propounder of the question may have had in mind cer- 
tain of the garment industries where physical inspection and count 
of stock may be relatively simple. Here the credit grantors may 
have come to expect that the accountant should take full responsi- 
bility for the inventory facts, as well as of its value, as a matter 
of routine. However, even in such an industry, it should only 
be assumed that the accountant accepts full responsibility for 
quantities, grades and condition if he so states on the balance 
sheet or in his report. 
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If there were a demand that the facts as to all inventories 
should be verified by accountants, I think it could be done as a 
gradual development. It would involve a vast volume of addi- 
tional work and it would be necessary to have technical experts in 
many lines of business on accountants’ staffs or available for con- 
sultation. But the controlling factor is the cost. To quote from 
a recent letter written by a group of accountants “The problem 
of delimiting the scope of audits or examinations is essentially 
one of appraising the risks against which safeguards are desirable 
in comparison with the costs of providing such safeguards. The 
cost of an audit so extensive as to safeguard against all risk would 
be prohibitive.” This statement appears to apply particularly to 
inventories. You may have some cases in which you think the 
risks justify the expense of having the accountant take full re- 
sponsibility as to all of the inventory facts, as well as of the values. 
If so, I am sure that the accountant will do so for a proper fee 
even though he has to employ outside experts to assist him. 
Under existing circumstances this should be considered to be an 
extraordinary rather than a customary examination. 

Let me repeat then that, in the absence of a definite contrary 
statement in the report or on the balance sheet, you may assume 
that the accountant does not take full responsibility for the inven- 
tory facts. But that does not mean that he does not take any 
responsibility. There are four and one-half pages in the Federal 
Reserve Bulletin relating to verification of inventories and much 
of that program relates to the inventory facts. I will not repeat 
any of that now for you should all be familiar with that booklet. 
The skilled accountant also develops certain instincts of the detec- 
tive, which are applied in a manner that cannot be described in a 
program, but which frequently assists him to locate discrepancies. 

In conclusion, it may be said that there is a reasonably good 
chance that false or incorrect inventory data will be detected by 
a competent accountant who follows a proper program of inventory 
verification by examination of the relative records, whether the 
erroneous information is submitted as a result of bad faith on 
the part of the management or as a result of honest errors in 
taking the inventory, provided that the error in the inventory 
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is of sufficient importance to introduce a serious error in the 
balance sheet. The probability of detection is greatly increased 
if the client maintains an adequate cost system with a satisfactorily 
operated perpetual inventory record. 


Additional Comment by Mr. FEDDE 


The credit grantors in some trades may have come to expect 
that the accountant should verify the inventory by count, either 
in addition to the procedures attached to a proper audit or because 
such procedures in certain cases were impossible or unsatisfactory. 
If the accountant, in such cases, has made a physical count of 
stock, or supervised the stock taking, he is at liberty to state 
in his certificate or report the amount of responsibility assumed 
by him apart from or in addition to the responsibilities which are 
normally his in auditing accounts. That is, he could state that he 
had audited the accounts and in addition to the usual auditing 
procedures had also done certain work in connection with physical 
examination of the inventory. 


Answered by A. Louis ORESMAN 


QurEsTIon: What is the general practice of accountants in 
handling the accounts of contractors in the garment trade? 

Answer: The time allotted to discuss this subject will not 
permit me to go into great detail. In my following remarks, I 
have attempted to cover the subject so as to give credit men an 
idea of the practice followed by manufacturers in handling con- 
tractors’ accounts. 

In the garment trade, particularly in the women’s ready- 
to-wear, the manufacturers do not really manufacture their 
own merchandise. A good deal of it is done outside of their 
own premises by individuals known as contractors. These 
contractors maintain shops and do the actual manufacturing 
of the garments. There are, of course, firms which have 
their own shops and these are generally known as inside shops. 
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Some concerns have inside shops and any excess require- 
ments are turned over to the outside contractors. 

Where a manufacturer employs outside contractors to make up 
the garment for him, he may follow two courses. He may 
either give out the material in its raw state and have the 
contractor cut the required number of garments and then 
sew them, or else he may maintain a cutting department on 
his own premises and after his employees cut the merchandise 
to the required patterns, it is then sent out to these contractors 
for sewing and finishing only. In both instances, the mer- 
chandise is the property of the manufacturer. In the case 
where the cutting is done by the contractor, the manufacturer 
charges out to the contractor piece goods, usually at a value 
in excess of its invoice price. A price is then determined by 
the manufacturer and the contractor for each style desired to 
be made out of the piece goods sent, the price being for a 
complete garment, taking into consideration the piece goods 
at the price charged to the contractor, plus labor and trim- 
mings. 

On the books of the manufacturer, an entry is made charg- 
ing the contractor with the piece goods at the price billed to 
him, and an account called “sales to contractors” is credited. 
When the merchandise is being returned in the completed 
state, the contractor bills the manufacturer for so many dresses 
at a price per dress which they have previously fixed. The 
manufacturer makes an entry on his books debiting “pur- 
chases from contractors” and crediting the contractor. If all 
the merchandise which had been charged to the contractor is 
returned in the finished state, the credit balance appearing in 
the contractor’s account would represent the amount owing 
to the contractor for labor. However, in a going active busi- 
ness, there is a continuous outgo of piece goods and an intake 
of finished goods, with payments on account being made to 
the contractor for labor. Hence, the contractor’s account will 
probably show, in most instances, large debit balances until 
a final determination is made of the status of the account. 

To illustrate: Let us assume that manufacturer “A” in- 
voices 1,000 yards of goods at $1.00 per yard to contractor 
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“X”. Contractor “X” is debited with $1,000.00 in his account 
and “sales to contractors”—$1,000.00, is credited. We will 
assume that the contractor is to make 300 dresses and that 
the price which he and the manufacturer have agreed upon is 
$5.00 per garment, including the merchandise which is con- 
sumed by each garment previously charged to the contractor. 
When the contractor sends in a hundred dresses, he sends a 
bill for $500.00. This bill is entered on the books of the 
manufacturer by a debit to an account called “purchases from 
contractors” and a credit to the contractor’s account. At this 
point, the contractor’s account shows a debit balance of 
$500.00. This, of course, is not an accurate statement of the 
actual facts as they existed as of that date. A proper analysis 
of the account would indicate that there is $666.00 worth of 
merchandise at the contractor’s and an indebtedness to the 
contractor of $167.00 for labor. If you multiply these figures 
by about twenty, which will bring the account into an aver- 
age account for a medium sized business, it will be readily 
seen that taking the debit balance of the contractor’s account 
from the trial balance and considering it as an asset, will 
greatly mislead a credit man. It is necessary to ascertain 
the liability to the contractor for labor. 

Of course, the ideal way to handle these accounts would 
be to break up each invoice received from the contractor into 
two parts; that part which represents a return of the mer- 
chandise originally charged to him, would be credited to the 
contractor’s account and that part which represents the labor 
should be credited to another account called “due to con- 
tractors”. If this procedure were followed, the debit balance 
in the contractor’s account would represent merchandise out 
at contractors, while the credit balance in the account “Due 
to Contractors” would represent the obligation to them for 
labor. 

In an active business, the physical work of breaking up 
each contractor’s bill into its component parts, is too burden- 
some, and hence all transactions are thrown into one account. 
At the end of the season or at inventory date, an analysis is 
made of each of the contractor’s accounts still open, to deter- 
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mine the amount of merchandise at contractors and the lia- 
bility to them for labor. 

Where the manufacturer cuts the merchandise on his own 
premises, the method of handling the account is quite simple. 
A memorandum entry is made of the number of garments sent 
out to be completed. The contractor, when he returns any 
completed garments, sends a bill for labor only. This bill is 
entered on the books of the manufacturer by a debit to the 
labor account and a credit to the contractors payable account. 
The accounting for the number of garments sent to the con- 
tractor is made in the memorandum record only and does not 
get in to the general books. 

It is worthy of note that the contractor has a lien on the 
merchandise for labor performed. This lien, in the State of 
New York, extends only to the merchandise in his possession. 
Where the contractor has performed labor but has released 
the merchandise, his lien cannot be shifted to the merchandise 
still in his possession. In other words, let us assume that a 
contractor has performed work for a manufacturer and that 
the manufacturer owes him $500.00, and that the garments 
on which the labor was performed are no longer in the con- 
tractor’s premises. The contractor, however, has a new lot of 
garments on which he is currently performing labor. The 
lien on the garments released is gone. The extent of the lien 
on the garments in his possession is no greater than the 
amount of labor which he will perform on them. Some states 
give the contractor a lien on all the merchandise in his pos- 
session, for all labor owing to him, even though part of the 
merchandise on which he has performed labor, is no longer 
in his possession. 


Answered by WALTER A. STAUB 


Question: What useful information may be obtained from 
a trial balance? 

Answer: If the accounts are properly classified, a trial bal- 
ance will furnish information which may be compared with 
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previous trial balances or financial statements from which 
comparison various trends may be ascertained. For ex- 
ample, volume of sales, ratio of accounts receivables to sales, 
the amounts of purchases, accounts and notes payable, ex- 
penses and ratio thereof to sales, etc. 

It should be borne in mind, however, that a trial balance 
is not a final statement and that almost any item in it may 
be subject to some adjustment. 


Question: Why may a trial balance be misleading as 
to the actual financial condition? 

ANSWER: The current inventories of raw material, work 
in process or finished product are frequently not shown. 
Even where continuous inventories are carried on the gen- 
eral books, adjustments may be necessary which are made 
only at the end of a fiscal period. The amount of accounts 
receivable may include a large amount of uncollectible ac- 
counts. Not all the purchase invoices may have been en- 
tered, especially if some are in dispute or goods are in transit. 
Accrued and prepaid items may not be set up monthly but 
only at the end of the fiscal period. Dividends may have 
been declared but no entry made pending payment. Bonus 
or profit-sharing arrangements may, and most frequently 
would, be given effect only at the end of the contract or 
fiscal period. Contingent liabilities would ordinarily not ap- 
pear on a trial balance. 


Question: In putting questions to the certified public 
accountant bearing on credit standing, can the credit man 
in fairness go beyond requesting facts and into the field of 
opinion? 

Answer: In dealing with this question it is assumed that 
the client has authorized the certified public accountant to 
respond to inquiries from the credit man. Presumably, not 
only certified public accountants, but also the credit men under- 
stand that, because the relations between the certified public 
accountant and his client are confidential, the former must have 
the authorization of his client before he can discuss his affairs 
with any third party. 
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Assuming such authorization to have been given, the 
credit man may properly go into the field of opinion in en- 
deavoring to get a clear understanding of items in the balance 
sheet which has been certified and is being used as a basis 
for obtaining credit. As already stated in answer to another 
question, the accountant’s certificate is an expression of opin- 
ion as to the balance sheet as a whole. It is difficult to make 
an answer respecting questions in the “field of opinion” be- 
yond that relating to the balance sheet, as it practically be- 
comes a question of the circumstances in each individual 
case, such as the subject of the opinions requested, their 
relativity to the client’s financial affairs, etc. 

Question: To what extent should the certified public ac- 
countant serve his client as business adviser in matters of 
efficient management and control? 

Answer: To the full extent of his ability. The familiarity 
which the certified public accountant acquires with the af- 
fairs of his client, and the broad background gained by obser- 
vation and experience with the affairs of other clients and 
of business matters generally through contact with various 
industries should qualify him to advise his clients in matters 
of efficient management and control. 


Answered by CHARLES THOMPSON 


Question: A firm of investment bankers buys and sells 
securities for account of its customers and also for its own 
account. Under the rules of the New York Stock Exchange 
purchases and sales of securities are cleared on the second 
business day following the date of purchase or sale (in some 
instances the following day) not including Saturday. The 
value of the securities purchased or sold is payable or receiv- 
able on the day of actual delivery or receipt. The investment 
banker, in accordance with the usual practice, records such 
transactions on a cash basis and therefore does not make 
any entry on the books until the money has passed. When 
preparing a balance sheet as of a given date, not for use in 
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connection with liquidation of the firm, or retirement of a 
partner, should the definite commitments covering purchases 
and sales not yet cleared be given effect to in the statement? 
If the answer is “no”, should a foot-note be placed on the 
balance sheet stating the actual amount of such commitments? 

Answer: As suggested in the question, the general practice 
in the “Street” is to record purchases and sales of securities 
as of the date on which they are to be received or delivered, 
the entries, however, being made on the books the same day 
that the transactions are executed but as of the date the trans- 
actions are to be completed. To this practice, however, there 
are exceptions, as for instance some houses record transac- 
tions in “when issued” securities on the financial books at 
the time the transactions are executed, whereas other houses 
merely carry them in memorandum form. Those who use the 
first method merely do so as a matter of convenience. 

In respect to preparing a balance sheet, the general practice 
is to follow the “Street” procedure and only to give effect to such 
transactions as have been or should have been recorded under the 
general custom. This custom is so well established and so well 
recognized by both the New York Stock Exchange and the financial 
community at large that no foot-note on the balance sheet would 
usually be necessary. As a matter of fact, securities being readily 
convertible into cash, the financial position shown by a balance 
sheet prepared according to the usual practice could, as a practical 
matter, only be affected materially in case of drastic changes in 
the market values of any such unrecorded transactions occurring 
between the date the transactions were executed and the date of 
the balance sheet and then only in the case of securities purchased 
or sold for the concern’s own account, provided its customers’ 
accounts were sufficiently margined. 

Summing up, therefore, it is my opinion that, in the prepara- 
tion of a balance sheet of an investment banker for ordinary com- 
mercial puposes, it is not necessary to reflect transactions which, 
following the general practice, have not been recorded on the 
books as of the date of the balance sheet and that no comment 
need be made unless there should have been such marked changes 
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in the value of the unrecorded transactions that the concern’s 
capital might be affected materially either as a result of its own 
investment position or as a result of possible losses due to insuf- 
ficiency of margin on the part of its customers. Where such is 
the case, a foot-note, in my opinion, should be placed upon the 
balance sheet indicating the extent to which the capital of the 
concern might be affected. 


Answered by NoRMAN E. WEBSTER 


Question: Should reserve for machinery be set up as a cur- 
rent liability on the principle that when a new machine is pur- 
chased, the cash is taken out of current assets? For example, if 
the life of a machine is five years, at the end of the five year 
period the price of a new machine will have to be taken out of 
either cash or current liabilities. 

Answer: In law, liability has been defined as “Responsibil- 
ity—the state of one who is bound in law and justice to do some- 
thing which may be enforced by action. This liability may arise 
from contracts either expressed or implied, or in consequence of 
torts committed.” 

In accountancy, liability may be defined as “responsibility 
measured in money.” 

In the example stated and in the principle enunciated in the 
question there is no such responsibility; no state of being bound 
to do something which may be enforced by action. 

The reserve for machinery is not a liability either current or 
deferred and therefore should not be included in the current lia- 
bilities. It is an estimate of the diminution of the value of the 
machinery and should be deducted from the fixed assets. 

What provision should be made for disclosing the probable 
future necessity for replacement will be suggested in the discus- 
sion of the following question which is closely akin to this. 


Question: Where a manufacturing company looking to ex- 
pansion of credit will contract for expansion of plant and ma- 
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chinery equipment purchases before statement date, which will 
call for substantial withdrawals of working capital following issu- 
ance of statement thereby transferring a considerable part of work- 
ing capital into fixed assets, should not these contracts be shown 
on the balance sheet in detail with complete explanation as to the 
plans for financing? 

Answer: First to clarify phraseology, I shall assume that 
where the question states “on the balance sheet in detail” the 
meaning is “in the audit report in detail.” If that is the meaning 
the general answer is “yes.” 

Next as to the balance sheet specifically, i.e. the statement. 
In the example stated there is in law a liability under the definition 
quoted in the foregoing answer. 

In accountancy however, it is common practice to hold that 
the liability arises not from the contract but from the receipt 
of the materials and/or services. Even as to the legal liability 
the amounts may only be estimated and there may be uncertainty 
as to how much will be payable within one year and therefore 
considered current and how much will be deferred. 

However, it is possible to present the condition clearly on the 
balance sheet, by showing under a caption of “fund for expan- 
sion program,” the estimated total cost reduced by the amount 
which it is proposed to get from new financing as there briefly 
stated, extending the balance to be provided from the present 
current assets; and on the statement following the total of the 
current assets deducting the amount which it is proposed to use 
for expansion, extending the balance. 


Question: When a change of accountant occurs, would it 
not be proper and advisable for his successor accountant to inquire 
of him the reasons for the withdrawal or change? 

ANSWER: In such a case a number of conditions may be con- 
sidered. 

(1) The length and intimacy of the successor accountant’s 

acquaintance with the client. 

(2) The knowledge which the successor accountant may have 

of the client’s reasons for the change. 
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(3) The knowledge which the successor accountant may have 
of the client’s reasons for coming to him. 


(4) The intimacy of the successor accountant’s acquaintance 
with his predecessors. 
After the successor accountant considers these matters he will 
not go wrong if he follows the Golden Rule. 
However, both accountants should realize that any information 
about the client obtained in the course of a professional engage- 
ment is not to be divulged to each other or to the public. 


Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 
countancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold 
relations with other organizations of accountants, both within 
and without the United States of America; to establish and 
maintain a library, and reading rooms, meeting rooms and social 
rooms for the use of its members; to promote social intercourse 
among its own members and between its own members and the 
members of other organizations of accountants and other persons 
interested in accountancy or related subjects; and to do any and 
all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 
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